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High-Technology Industry
Developments— 2003/04
How This Alert Can Help You
This Audit Risk Alert can help you plan and perform your hightechnology industry audits. The knowledge delivered by this
Alert can assist you in achieving a more robust understanding of
the high-technology business environment in which your clients
operate— an understanding that is more clearly linked to the
assessment o f the risk o f material misstatement o f the financial
statements. Also, this Alert delivers information about emerging
practice issues and about current accounting, auditing, and
regulatory developments.
If you understand what is happening in the high-technology
industry and if you can interpret and add value to that information,
you will be able to offer valuable service and advice to your
clients. This Alert assists you in making considerable strides in
gaining that industry knowledge and understanding it.
This Alert is intended to be read in conjunction with the AICPA
general Audit Risk Alert—2003/04.

Current Economic and Industry Developments
For a complete overview o f the current economic environment in
the United States, see the AICPA general A udit Risk Alert—
2003/04 (product no. 022334kk).

General Industry Trends and Conditions
After three months o f consistent technology spending among
U .S. businesses, levels dipped precipitously in August 2003
because o f weakness in small and large businesses, according to
the Gartner Technology Demand Index, an index included in a
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monthly economic indicator service launched by Gartner, Inc.
Despite the drop in those segments, the Index shows that
midsized businesses are exhibiting strong technology demand.
According to a weekly poll drawn from a 20,000-member Gart
ner panel o f technology decision makers from small, midsized,
and large businesses, U.S. enterprises spent below their budgeted
levels, recording a score o f 81 on the Gartner Technology
Demand Index for July 2003 (an index value o f 100 would mean
businesses spent exactly what they had budgeted for the month).
The Technology Demand Index had remained above 90 during
the months o f May through July 2003. However, continued
sluggish technology spending within small- and large-sized busi
nesses has caused the aggregate current index to retreat to 81.
While medium-sized businesses continue to show strength, a
technology spending recovery in 2004 will require renewed
growth from large and small businesses.
While current demand among small enterprises has weakened,
their strong projected spending in 2004 strengthens the upward
momentum provided by midsized enterprises. According
to Gartner, only large enterprises appear to be consistently
sluggish, which does cause some concern over the depth o f any
future recovery.
The Technology Demand Index shows that current and projected
technology demand for midsized companies has remained strong
for the past five months, moving from 95 for the second quarter
up to 97 for the third quarter. Within the midsized market, the
strongest current technology spending index is in financial and
health services organizations. Midsized organizations also exhibited
strong demand in all four technology sectors, especially in
services and networking/telecom, as both sectors are above the
100 baseline for the third-quarter demand index.
Small companies have shown the greatest unwillingness to spend,
dropping to 72 on the index in the third quarter, down from 79
in the second quarter. Gartner analysts said large companies also
showed weakness quarter over quarter, but these businesses are
2

not as tight on budgets as small companies. The current spending
index for large enterprises slipped to 85, from 89 in the
second quarter.
Gartner analysts said the fourth quarter continues to be the
critical period. For a strong recovery to begin early in 2004,
technology spending needs to be robust in the fourth quarter o f
2003. Gartner predicts that, overall, the fourth quarter will show
expected gains as companies clear excess budgets to gear up for a
stronger business environment in 2004. Failing this, they say the
2004 recovery is in jeopardy.

What Is High Technology and What Are Its Industry
Segment Conditions?
It is difficult to find common ground on the precise definition o f
the high-technology industry. According to the AEA (formerly
known as the American Electronics Association), the high-tech
industry is made up o f 45 Standard Industrial Classification
(SIC) codes. These sectors fall into three broad categories— hightech manufacturing, communications services, and software and
computer-related services.
H igh technology is a lot like quality— people know it when they
see it— but it is not easy to define. This means the definition o f
the high-technology industry varies greatly depending on the
combination o f products and services selected to define the
industry. For the purposes o f this Alert, we will use a definition
that segments the industry into five classifications— personal
computers; semiconductors; mainframes, servers, and storage;
networking and telecommunications equipment; and software
and services.

Personal Computers
Stronger-than-expected second-quarter 2003 results have led
Gartner, Inc. to raise its forecast for third quarter personal
computer (PC) shipments slightly, but the company remains
cautious in its outlook for the PC market.
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Worldwide PC shipments are forecast to reach 39.8 million units
in the third quarter o f 2003, a 9.6 percent increase over the third
quarter o f 2002. Gartner analysts project PC shipments to reach
161.3 million units in 2003, an 8.9 percent increase from 2002.
According to Gartner analysts, a sustained PC market recovery
requires a return to business IT spending, which, in turn, is
dependant on a significant improvement in economic conditions.
Gartner analysts said that the anticipated replacement cycle has
been slower than expected. Selective replacements were apparent
in the first half o f 2003, but a now elongated general cycle will
not be evident until early 2004. Gartner believes users are
replacing PCs, albeit on somewhat delayed schedules, as
machines reach the end o f usable life.
Within the PC industry, the mobile segment will continue as one
o f the major drivers o f growth. Notebook prices and performance
improvements are expected to continue as white-box notebooks
become more widely available and Centrino products are priced
to appeal to nonbusiness markets.
Short product life cycles are a fundamental characteristic o f this
industry sector. For example, the life cycle o f a desktop PC is
thought to be two years or less, and it is estimated that up to 50
percent o f profits for PCs and related products are generated in
the first three to six months o f sales. As a result, computer makers
face the risk o f inventory obsolescence. (See the “Inventory
Valuation” section later in this Alert for a discussion of this issue.)

Semiconductors
Following a healthy second quarter in 2003 and cautious
optim ism about the onset o f the usual seasonal uptick in
demand, the worldwide semiconductor market appears to be
continuing its recovery, according to Gartner, Inc. The world
wide semiconductor market is forecast to reach $173 billion in
2003, an 11.2 percent increase over 2002. In 2002, worldwide
semiconductor revenue totaled $156 billion.
Noteworthy improvements in market conditions during the last
few weeks confirm that the industry is continuing its recovery as
4

expected and is about to enter a more accelerated growth phase.
Gartner analysts said that in front-end semiconductor
manufacturing, silicon demand is increasing, overall wafer fab
utilization now exceeds 80 percent and foundry wafer pricing has
firmed up. In packaging and assembly, overall utilization rates
continue to increase on a monthly basis and leading-edge capacity
has become tight as the demand for advanced packaging
solutions grows.
In device markets, inventories are back to normal levels, pricing
has stabilized, and in some cases, there are shortages o f critical
components. In application markets, the digital cellular handset
market remains robust, demand for digital consumer electronics
products has not waned and there are early signs that the corpo
rate PC replacement cycle has begun.

Mainframes, Servers, and Storage
According to ID C ’s Worldwide Quarterly Server Forecast, spend
ing for servers is on the upswing in the United States. ID C , a
global market research firm based in Framingham, MA, expects
the U .S. server market to recover to $18.2 billion in 2003, or
about 3 percent year-on-year growth over 2002.
This will be the first year since 2000 that spending in the U.S. server
market has increased. Emerging markets in Asia/Pacific (excluding
Japan) and Central and Eastern Europe are also expected to achieve
positive growth over last year. Worldwide, spending for servers is
expected to be flat at $49 billion in 2003 with sluggish enterprise IT
markets in Japan, Western Europe, and Latin America conspiring to
inhibit a broader worldwide recovery.
Leading the market recovery in the United States has been x86based (Intel and AM D) servers running either Linux or Windows
operating systems. In 2003, the worldwide Linux server market is
expected to grow 34 percent over the previous year to $3.1 billion
and the Windows server market is expected to grow 8 percent to
$13.0 billion. Customer migration to these platforms to handle
IT infrastructure workloads, to meet server demand in small and
medium businesses, and in the technical and high performance
computing market will drive much o f this growth.
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Customers are betting IT dollars on a number o f new platforms
and architectures to prepare themselves to compete in a more
Web-enabled marketplace, according to ID C . Notable among
these products are Linux and M icrosoft server platforms, x86
processor-based systems, and more modular computing architec
tures in the form o f rack-optimized servers and server blades.
Server blades are on the cusp o f tremendous growth in the
market. While they represented only about 3 percent o f the server
unit shipments in the second quarter o f 2003, with sales o f
41,000 blades, ID C expects more than 2.2 million blades to ship
worldwide by 2007, or about 27 percent o f all new servers sold.
In contrast to the Windows and Linux server market, the U N IX
server market has declined more than $ 12 billion— or about two
fifths of its value— between 2000 and 2002. While spending for
UNIX-based servers is not expected to grow over the course o f
the next five years, enterprise customer demand is expected to
sustain this market for the near term, according to ID C.
In a longer term view, ID C forecasts the worldwide server market
will achieve a com pound annual growth rate (CAGR) o f 2.8
percent over the next five years, representing a $56.6 billion
opportunity in 2007. Driven by smaller form factors and more
incremental infrastructure capacity, server units are expected to
achieve a CAG R o f 12.7 percent, reaching 8.1 million new server
sales in 2007.
As with other segments o f the high-tech industry, there is the
potential for rapid inventory obsolescence. As demand for new
types of servers and storage systems increases, older types may
become obsolete. As a result, you may need to consider an
increased level of risk associated with inventory valuations. (For a
further discussion, see the section titled “Inventory Valuation”
later in this Alert.)

Networking and Telecommunications Equipment
Total spending in the U.S. telecommunications industry from
2003 to 2006 will increase at a projected 9 percent compound
annual rate, rising to $963 billion, according to the 2003
6

Telecommunications Market Review and Forecast, an annual study
published by the Telecommunications Industry Association
(TIA). Spending in the U.S. telecommunications industry as a
whole totaled an estimated $681 billion in 2002, up 3.5 percent
over 2001. Double-digit increases in wireless services, services in
support of equipment, and high-speed Internet access offset the
15.4 percent drop in equipment spending.
The defining trend in U .S. telecommunications in 2001 and
2002 was the sharp drop in equipment spending. Spending on all
telecommunications equipment has fallen by a combined 24
percent over the past two years. Enterprise equipment, the largest
sector o f the market, was able to post a modest increase, but that
gain was more than offset by decreases in network equipment,
consumer telecommunications equipment, wireless capital
expenditures and wireless handsets. Spending on enterprise
voice/data equipment is expected to increase by 6.1 percent from
$86.4 billion in 2002 to $91.7 billion in 2003. Enterprise
equipment spending will be stimulated by migration to next-gen
eration technologies. For example, the PBX systems market is
undergoing a major evolutionary technology migration from a
circuit-switching to an Ethernet-based packet-switching design
platform using Internet protocol (IP) encoding techniques. This
migration to IP will result in a demand for IP technologies. IP
PBX line shipments will rise from 1 million in 2002 to 4 million
in 2006, surpassing traditional shipments in 2006. Their
combined total will be 7.8 million in 2006, up from 6.2 million
in 2002.
The total U.S. telecom market will begin to rebound in 2003,
growing 8 percent to $736 billion. The specialized services
category— consisting o f high-speed Internet access, applications
such as unified messaging, and videoconferencing and audiocon
ferencing services— is a small but rapidly growing segment of the
industry. Spending on specialized services is estimated to increase
37 percent to $21.3 billion in 2003, up from $15.6 billion in
2002. It will reach an estimated $39 billion in 2006, growing at a
26 percent compound annual rate.
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As carrier revenues are increased by these specialized services,
carrier demand for gear will rise. By 2006, equipment spending
in the United States will total an estimated $174 billion, climbing
at a 7.1 percent com pound annual rate from 2003. Carrier
spending on equipment is expected to increase by 3.8 percent in
2003, reaching $23.2 billion up from $22 billion in 2002.
Total wireless communications spending is expected to increase
from $123.4 billion to $164.5 billion during 2003-2006, at a
9.6 percent com pound annual rate. In the wireless segment,
Internet access and text messaging will be sources o f growth.
Wireless local area networks (W LANs), including Wi-Fi, have
become a source o f robust growth in the wireless market as the
number o f “hot spots” rises rapidly as access points appear in
coffee shops, airports, hotels and other areas with high concentra
tions o f users. As with specialized services, carrier spending on the
equipment related to the creation o f these networks will lead to
an increase in wireless Internet traffic, which will boost overall
network traffic and ultimately stimulate spending on network
equipment for licensed and unlicensed, as well as land line carriers.
The number o f high-speed subscribers— including D SL, cable,
fixed wireless, fiber-to-the-home, satellite and mobile wireless
(3G)— is expected to rise from 15 million in 2002 to 40 million
in 2006, generating substantial growth in network traffic.
International telecommunications spending growth rates (not
including U.S. figures) are predicted to total an estimated $1.4
trillion in 2003, up 10.1 percent over 2002. TIA expects interna
tional telecommunications markets to grow faster than the U.S.
market, boosted by explosive growth in wireless services. Interna
tional telecom spending is predicted to reach $1.5 trillion in
2004 and to grow at better than 10 percent annually through
2006, reaching $1.9 trillion in 2006.

Software and Services
The worldwide software industry has been experiencing the
combined effects o f economic uncertainty and lower business
confidence in software investments, which is severely constraining
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corporate spending, according to Dataquest Inc., a unit o f
Gartner, Inc.
Analysts at Dataquest, Inc. believe the industry will return to
positive, stabilized growth in 2003, as worldwide end-user spend
ing on software is forecast to reach $76.1 billion, a 3.5 percent in
crease from 2002 spending. In 2002, worldwide software revenue
declined 0.7 percent, with revenue o f $73.5 billion. Despite the
backlog of pent-up demand, vendors will continue to deal with a
new extended sales cycle, resulting in more pressure on margins.
While some sectors are seeing increased demand, other sectors are
losing their share. Most analysts predict that, at least for the next
12 months, overall global demand for software licenses will re
main as static as it is today.
While the continued tightening o f budgets hinders short-term
software license revenue, Gartner Dataquest analysts said that
this is good news for the top-tier software vendors who will con
tinue to take market share from the pure-play vendors. Gartner
Dataquest analysts refer to these top-tier vendors as titans
(vendors that have achieved dominant market share in more than
one software market segment by offering a diversified and often
integrated line o f software products). Pure-play vendors derive
most o f their software revenue from the sale o f products within
one market. The realities o f the weak economy continue to shift
the competitive advantage from pure-plays to titans.
Through 2003 and 2004, enterprises will continue to invest
primarily in technologies that drive business process cost efficiencies
from their existing investments. The business value o f IT has
become a major factor in decision making. For enterprises to
make new software investments, it will be critical for simultaneous
investment in new technologies (hardware, wireless and Web
services) that will help achieve short- and long-term return on
investment (ROI).
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Other Economic and Regulatory Issues
Broadband
Deploying broadband more widely across the country has been a
stated goal o f Federal Com m unications Com m ission (FC C )
Chairman Michael Powell and numerous members o f Congress
from both parties. The FC C earlier this year took a significant
step in that direction by freeing regional Bell telephone companies
from the obligation o f leasing their high-speed lines to competitors
at heavily-discounted rates. And both houses o f Congress are
weighing bills offering tax credits and other incentives for compa
nies to bring broadband to poor and rural areas.
Still, experts and industry observers say broadband is unlikely to
fully take o ff in this country until the regulatory landscape
changes dramatically. The F C C , for its part, has sought to
encourage the regional Bells to invest more in high-speed lines,
by easing some regulations. In a controversial decision earlier this
year, the F C C ruled that regional Bells don’t have to rent new
high-speed fiber lines to competitors at discounted rates, a
change the Bells said was essential to maintain their incentive to
make large-scale broadband infrastructure investments. Many
consumer advocates opposed the move, saying it would make it
impossible for small telecommunications companies to compete
with the Bells, because they lack the money to build their own
high-speed networks.
FC C rules, however, still require the Bells to lease copper D SL
lines to competitors and to make both voice and D SL portions o f
single lines available for leasing, allowing the competitors to offer
bundled services on Bell lines. Other legal restrictions hinder
both the Bells and cable companies, who say that broadband
deployment will languish until state and local governments make
it easier for the companies to obtain permission to tear up city
streets and roads to lay new high-speed lines.
Cost is a major issue, too. Some lawmakers are working on tax
incentives to encourage cable and phone companies to bring
the service to rural areas, which lag behind the rest o f the country
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due to the expense o f stringing fiber to remote, sparsely
populated regions.
Leading high-technology associations, banded together as
members o f the High Tech Broadband Coalition (H T B C ), say
that swift action by the F C C to achieve a minimal regulatory
environment is needed to help speed broadband deployment and
create an economic rebound for the technology and telecommu
nications industries. H T B C is an ad hoc alliance o f the leading
trade associations o f the computer, telecommunications
equipment, semiconductor, consumer electronics, software, and
manufacturing sectors committed to the rapid and ubiquitous
deployment o f fast, interactive, content-rich, and affordable
broadband services.
President Bush and members o f Congress acknowledge that hur
dles and barriers could be standing in the way o f broadband
reaching its promise o f revitalizing the national and global econ
omy. The high-tech industry believes strongly that one important
component of a broadband policy or strategy is ensuring that the
regulatory framework fosters an environment that encourages all
broadband competitors to upgrade, expand, and innovate across
the wide variety o f existing and future communications networks
capable o f supporting broadband services.

Offshore Outsourcing
As offshore outsourcing ramps up and the dislocation o f IT jobs
in the United States continues, companies must anticipate the
potential loss o f talent, knowledge and performance. By yearend 2004, 1 out o f every 10 jobs within U.S.-based IT vendors
and IT service providers will move to emerging markets, as
will 1 o f every 20 IT jobs within user enterprises, according to
Gartner, Inc.
For many companies, the decision to outsource activities offshore
is fiscally sound— the cost, quality, value and process advantages
are well-proven. At a time when IS organizations are struggling
with poor credibility and IT is being scrutinized, offshore
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outsourcing is becoming a tool for improving service delivery and
a source o f highly qualified talent in greater numbers.
However, Gartner analysts said that companies must not trivialize
the impact o f offshore outsourcing on their business strategies,
their organization or their employees. Three areas o f concern are
loss o f future talent, loss o f intellectual assets and loss o f organiza
tional performance.
During the offshore transition, the degree of uncertainty is so high
that it can severely disrupt organizational performance. Companies
should hold themselves accountable for sustaining and improving
organizational performance levels during the transition.
Gartner recommends C h ief Information Officers and other
business executives coordinate along several lines:
•

Identify competencies, roles, people and knowledge that will he
retained. To prevent organizational paralysis, C IO s must
define the future role and shape o f their IS organizations as
certain day-to-day activities move overseas. Many enter
prises retain critical functions such as application design,
application integration, client-facing process management,
enterprise architecture, information management and
high-investment competency centers. In addition, they
develop new competencies in service management, vendor
relationship management, process management and
business integration.

•

Create a meaningful transition plan. Provide clear timelines
and milestones to help people prepare for the change that
offshore outsourcing brings. At each milestone, certain
segments o f work or applications will complete their off
shore transfer, and the affected people will be terminated
or redeployed. Companies that have a lasting commitment
to their people will generally spend time arranging
redeployment o f their affected employees.
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•

Outline employees options. Define the options available for
affected employees: Reskilling, redeployment, termination or
outplacement. Executives must hold themselves accountable
for communicating clearly, quickly and meaningfully.

Audit Issues and Developments
Assessing Audit Risks in the Current Environment
The proper planning and execution o f an audit has always re
quired you to have an understanding o f the high-tech industry
and the nature o f your client's business. For most audit firms, this
understanding means that the most experienced partners and
managers must become involved early and often in the audit
process. In today’s high-tech environment, your judgment,
knowledge, and experience are even more important than they
were in the past.
You should keep the following points in mind as you plan and
perform audits o f high-tech clients.
•

Understand how your client is affected by changes in the
current business environment.

•

Understand the stresses on your client’s internal
control over financial reporting, and how they may affect
its effectiveness.

•

Identify key risk areas, particularly those involving
significant estimates and judgments.

•

Approach the audit with objectivity and skepticism,
setting aside prior experiences with or belief in manage
ment’s integrity.

•

Pay special attention to complex transactions, especially
those presenting difficult issues o f form versus substance.

•

Consider whether additional specialized knowledge is
needed on the audit team.

•

Make management aware o f identified audit differences on
a timely basis.
13

•

Question the unusual and challenge anything that doesn’t
make sense.

•

Foster open, ongoing communications with management
and the audit committee, including discussions about the
quality o f financial reporting and any pressure to accept
less than high-quality financial reporting.

•

When faced with a “gray” area, perform appropriate proce
dures to test and corroborate management’s explanations
and representations, and consult with others as needed.

Specific points to keep in mind with respect to high-tech
clients include:
•

Consider the inappropriate use o f “bill and hold” account
ing, for example, in circumstances where the customer has
not requested the delay in shipment or provided a ship
date that is unreasonably long in the circumstances.

•

Identify “round trip” transactions (see the “Accounting
Issues and Developments” section later in this Alert for a
detailed discussion o f these transactions).

•

Consider nonmonetary transactions.

•

Pay attention to whether persuasive evidence o f the
arrangement exists at the time revenue is recognized and
whether legal title to the goods has been transferred and
the customer has all the risks and rewards o f ownership at
that time.

•

Consider customers’ rights o f return, particularly those o f
distributors, and whether all the requirements o f FASB
Statement No. 48, Revenue Recognition When Right o f Re
turn Exists, have been satisfied for revenue recognition.

Auditing Estimates
The high-tech industry uses estimates in a variety o f ways. For ex
ample, both the recognition and measurement o f impairment
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losses require management to make estimates o f future events or
assumptions about current conditions.
When auditing estimates, you should be familiar with Statement
on Auditing Standards (SAS) No. 57, A uditing Accounting
Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342);
SAS No. 101, Auditing Fair Value Measurements and Disclosures
(AICPA, Professional Standards, vol. 1, AU sec. 328); the AICPA
Practice Aid, Auditing Estimates and Other Soft Information; and
Statement o f Position (SOP) 94-6, Disclosure o f Certain
Significant Risks and Uncertainties.
Certain estimates, for example, expected future cash flows used in
the determination o f possible asset impairment, require manage
ment to make assumptions about future events and conditions.
Be skeptical o f cash flow and other performance projections that
assume overly optimistic upward trends will occur.
Pay close attention to the underlying assumptions used by
management when auditing accounting estimates. Management
is responsible for making the estimates included in the financial
statements. Those estimates may be based in whole or in part on
subjective factors such as judgment based on experience about
past as well as current events and about conditions it expects to
exist. You should be alert to the possibility o f management’s
overreliance on economic information based on favorable
conditions to predict future outcomes.

Consideration of Fraud
When considering fraud, auditors need to follow guidance pro
vided in SAS No. 99, Consideration o f Fraud in a Financial State
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 316).
SAS No. 99 addresses the following issues:
•

Description and characteristics o f fraud

•

The importance o f exercising professional skepticism

•

Discussion among engagement personnel regarding the
risks o f material misstatement due to fraud
15

•

O btaining the information needed to identify risks o f
material misstatement due to fraud

•

Identifying risks that may result in a material misstatement
due to fraud

•

Assessing the identified risks after taking into account an
evaluation o f the entity’s programs and controls

•

Responding to the results o f the assessment

•

Evaluating audit evidence

•

Communicating about fraud to management, the audit
committee, and others

•

Documenting the auditor’s consideration o f fraud

Some examples o f fraud risk factors that may exist in high-tech
entities include the following:
•

The use by management of unusually aggressive account
ing practices in recognizing revenue.

•

Com plicated criteria for recognizing sales transactions,
making it difficult to assess the completion o f the earnings
process. (For additional information about revenue-recog
nition-related issues, see the “Revenue Recognition” sec
tion of this Alert.)

•

Inadequate responses or an unwillingness to respond to in
quiries about known regulatory or legal issues.

•

Significant related-party transactions.

•

A significant portion o f management compensation
represented by bonuses, stock options, or other incentives.

•

Excessive interest by management in maintaining or
increasing an entity’s stock price.

SAS No. 99 also identifies risk factors related to misstatements
arising from fraudulent financial reporting, such as a high degree
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of competition or market saturation and rapidly changing tech
nology or rapid product obsolescence. All o f these factors are pre
sent in the high-tech industry, implying potential audit concerns.

Evaluating Going Concern
A number o f high-tech industry sectors have experienced intense
competition, recurring operating losses, negative cash flows, and
the inability to obtain debt or equity financing.
Certain conditions, considered in the aggregate, may lead you to
question the entity’s ability to continue as a going concern. In
general, conditions and events that might indicate caution about
going-concern issues could include (1) negative trends, such as
recurring operating losses; (2) financial difficulties, such as loan
defaults or denial o f trade credit from suppliers; (3) internal
challenges, such as substantial dependence on the success o f a
particular product line or service; or (4) external matters, for ex
ample, pending legal proceedings or loss o f a principal supplier.
Also consider the case o f an entity’s excessive and unusual reliance
on external financing, rather than on money generated from the
company’s own operations as a going-concern issue.
Key in evaluating these risk factors is whether:
•

Existing conditions and events can be mitigated by
management’s plans and their effective implementation.

•

The company has the ability to control the implementation
o f m itigating plans rather than depending on actions
o f others.

•

The company’s assumption about its ability to continue as
a going concern is based on realistic, rather than overly
optim istic, assessments o f its access to needed debt or
equity capital or its ability to sell assets in a timely manner.

•

Liquidity challenges have been appropriately satisfied and
disclosed.

When evaluating management’s plans to continue as a going con
cern, an appropriate level o f professional skepticism is important.
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For example, you may want to scrutinize the company’s assump
tions to continue as a going concern to assess whether those
assumptions are based on overly optimistic or “once-in-a-lifetime” occurrences.
Key factors in your evaluation o f the ability to continue as a going
concern are part o f the guidance provided in SAS No. 59, The
Auditors Consideration o f an Entity’s Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341).

Auditor's Responsibilities Related to a Going-Concern Issue
Auditors should be aware o f their responsibilities pursuant to SAS
No. 59 (AU sec. 341.02 and .0 3 b). That Statement provides
guidance about conducting an audit o f financial statements in
accordance with generally accepted auditing standards (GAAS) to
evaluate whether there is substantial doubt about a client’s ability
to continue as a going concern for a reasonable period o f time.
Continuation o f an entity as a going concern is generally assumed
in the absence o f significant information to the contrary.
Information that significantly contradicts the going-concern
assumption, or the ability to remain a going concern, relates to
the entity’s inability to continue to meet its obligations as they
become due without substantial disposition o f assets outside the
ordinary course o f business, restructuring o f debt, externally
forced revisions o f its operations, or similar actions. SAS No. 59
does not require you to design audit procedures solely to identify
conditions and events that, when considered in the aggregate,
indicate there could be substantial doubt about the entity’s ability
to continue as a going concern. The results o f auditing proce
dures designed and performed to achieve other audit objectives
should be sufficient for that purpose.
If there is substantial doubt about the entity’s ability to continue
as a going concern, you should consider whether it is likely that
management plans can mitigate existing conditions and events
and whether those plans can be effectively implemented. If you
obtain sufficient competent evidential matter to alleviate doubts
about going-concern issues, you should give consideration to the
possible effects on the financial statements and the adequacy o f
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the related disclosures. If, however, after considering identified
conditions and events, along with management’s plans, you con
clude that substantial doubt about the entity’s ability to continue
as a going concern remains, the audit report should include an
explanatory paragraph to reflect that conclusion. In these circum
stances, refer to the specific guidance set forth under SAS No. 59.

Inventory Valuation
The primary literature on inventory accounting is Accounting
Research Bulletin No. 43, Restatement and Revision o f Accounting
Research Bulletins, chapters 3A and 4, which provide the
following summary:
Inventory shall be stated at the lower of cost or market, except
in certain exceptional cases when it may be stated above cost.
Cost is defined as the sum of the applicable expenditures and
charges directly or indirectly incurred in bringing inventories
to their existing condition and location. Cost for inventory
purposes may be determined under any one of several assump
tions as to the flow of cost factors (such as first-in, first-out;
average; and last-in, last-out).

Whether inventory is properly stated at lower o f cost or market
can be a very significant issue for high-technology audit clients
because o f the rapid changes that can occur in many areas o f
the industry, and the need for entities to keep up with the
newest technology. Examples o f factors that may affect inventory
pricing include:
•

Changes in a product’s design that may have an adverse
impact on the entity’s older products, with older products
not as salable as the newer versions.

•

A competitor’s introduction o f a technologically advanced
version o f the product that may decrease salability o f a
client’s products.

•

Changes in the products promoted by the industry as a
whole, such as a shift from analog to digital technology,
that may affect salability.
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•

Changes in foreign economies that could result in such sit
uations as slowdown o f sales to that region or lower-priced
imports from that region.

•

Changes in technology to produce high-technology prod
ucts that can give competitors a selling-price advantage.

•

Changes in regulations that could affect the competitive
environment.

•

The entity’s own product changes that may not be well
researched due to the pressure to introduce new products
quickly, resulting in poor sales or high returns.

The highly competitive environment and the rapid advancement
o f technological factors contribute to the common problem o f
rapid inventory obsolescence in the high-technology industry. As
such, you should consider whether the carrying amount o f inven
tories is appropriate.
You can look at many factors in determining the proper valuation
o f inventories. A few examples o f factors that may be useful
include the following:
•

Product sales trends and expected future demand

•

Sales forecasts prepared by management as compared with
industry statistics

•

Anticipated technological advancements that could render
existing inventories obsolete or that could significantly
reduce their value

•

Inventory valuation ratios, such as gross profit ratios,
inventory turnover, obsolescence reserves as a percentage
o f inventory, and days’ sales in inventory

•

New product lines planned by management and their
effects on current inventory

•

New product announcements by competitors

•

Economic conditions in markets where the product is sold
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•

Economic conditions in areas where competitive products
are produced

•

Changes in the regulatory environment

•

Unusual or unexpected movements, or lack thereof, o f
certain raw materials for use in work-in-process inventory

•

Levels o f product returns

•

Pricing trends for the type o f products sold by the client

•

Changes in standards used by the industry

These are not the only issues o f importance to consider. You may
need to address many other issues, including the client’s taking of
physical inventories in high-technology entities. Consider guid
ance set forth in SAS No. 1, Codification o f Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1, AU sec.
331.09—.13, “Inventories"). Among the issues for your consider
ation are the following:
•

When dealing with some difficult types o f inventory, such
as chemicals used in the process, you may need to take
samples for outside analysis. The work o f a specialist may
also be needed, and in this case you should follow the
guidance set forth in SAS No. 73, Using the Work o f a Spe
cialist (AICPA, Professional Standards, vol. 1, AU sec. 336).

•

The extent to which raw materials have been converted to
work-in-process will need to be determined to assess the
value o f the work-in-process.

•

Indications o f old or neglected materials or finished goods
need to be considered in the valuation o f the inventory.

•

The client’s inventory held by others, as well as field service
inventories for use in servicing the client’s products, will
need to be considered.

In addition, the SEC staff believes that inventory reserves create a
new cost basis and thus cannot be subsequently reversed into in
come as a change in estimate if, for example, demand were
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forecasted to pick up and thereby a previously established excess
and obsolete inventory reserve were deemed no longer necessary
There are also risks posed by the use o f contract manufacturers.
In many o f those circumstances the hardware vendor will provide
the contract manufacturer with a guarantee against its loss due to
excess raw material inventory (and, possibly, against the value
added in the manufacturing or assembly process) that would
occur if the vendor were to reduce purchases beyond a certain
point. Such a guarantee may represent a contingent loss that
needs to be recognized or disclosed under FASB Statement No. 5,
Accounting fo r Contingencies. The disclosure requirements o f
FASB Statement No. 47, Disclosure o f Long-Term Obligations, also
need to be considered.

Revenue Recognition
Revenue recognition continues to pose significant audit risk to
auditors. The high-technology industry represents one o f the
more challenging industries when it comes to the topic o f
revenue recognition.
Staff Accounting Bulletin (SAB) No. 101, Revenue Recognition in
Fin an cial Statements, summarizes the SE C staff’s views in
applying GAAP to selected revenue recognition issues. SAB No.
101 presents various fact patterns, questions, and interpretive
responses concerning whether the following criteria o f revenue
recognition are met:
•

Persuasive evidence o f an arrangement exists.

•

Delivery has occurred or services have been rendered.

•

The seller’s price to the buyer is fixed or determinable.

•

Collectibility is reasonably assured.

Another SEC publication, SAB No. 101: Revenue Recognition in
Financial Statements— Frequently Asked Questions and Answers,
addresses recurring questions from preparers, auditors, and
analysts about how to apply the guidance in SAB No. 101 to
particular transactions.
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SAB No. 101 reflects the basic principles o f revenue recognition
in GAAP and does not supersede any existing authoritative
literature. Accordingly, while SAB No. 101 is directed specifically
to transactions o f public companies, management and auditors o f
nonpublic companies may find the guidance helpful in analyzing
revenue recognition matters.
The SEC continues to see instances o f questionable and inappro
priate revenue recognition practices. Significant issues encoun
tered recently include:
•

Complex arrangements that provide for separate, multiple
deliverables (for example, multiple products and/or services),
at different points in time, during the contract term.

•

Nonmonetary (for example, barter) transactions where fair
values are not readily determinable with a sufficient degree
o f reliability.

The SEC has requested that the Emerging Issues Task Force (EITF)
address certain o f these issues to clarify the application of GAAP in
these transactions. However, the SEC staff generally believes that
the existing accounting literature provides analogous guidance for a
number o f these issues, including SOP 97-2, Software Revenue
Recognition; APB Opinion No. 29, Accounting for Nonmonetary
Transactions; SOP 81-1, Accountingfor Performance o f ConstructionType and Production- Type Contracts', FASB Statement o f Financial
Accounting Concepts No. 5, Recognition and Measurement in
Financial Statements o f Business Enterprises', and FASB Concept
Statement No. 6, Elements o f Financial Statements.

AICPA’s Audit Guide on Revenue Recognition
The AICPA Audit Guide Auditing Revenue in Certain Industries,
assists auditors in auditing assertions about revenue in selected in
dustries not covered by other AICPA Audit and Accounting Guides.
You can look to this Guide for descriptions and explanations o f
auditing standards, procedures, and practices as they relate to
auditing assertions about revenue in both the computer software
and high-tech manufacturing industries.
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This Guide:
•

Discusses the responsibilities of management, boards of di
rectors, and audit committees for reliable financial reporting.

•

Summarizes key accounting guidance regarding whether
and when revenue should be recognized in accordance
with GAAP.

•

Identifies circumstances and transactions that may signal
improper revenue recognition.

•

Summarizes key aspects o f the auditors responsibility to
plan and perform an audit under GAAS.

•

Describes procedures that the auditor may find effective in
limiting audit risk arising from improper revenue recognition.

Help Desk— You may order AICPA Audit Guide Auditing
Revenue in Certain Industries (product no. 012510kk) from the
AICPA at (888) 777-7077 or go online at www.cpa2biz.com.

How Employee Layoffs Might Affect Your Engagements
Many high-technology companies experienced layoffs during the
recent economic downturn. What do layoffs imply for you as you
plan your engagements?
If your high-technology clients are experiencing, or have experi
enced, layoffs, they will need to properly account for employee-re
lated termination charges, such as severance package charges,
restructuring charges, and voluntary separation charges. In addi
tion, management may need to properly account for outplacement
services offered to their departing employees and bonuses and
educational allowances offered to assist employees in contending
with the loss o f their jobs. Here we offer some highlights o f the
accounting literature and other topics related to terminations to
help provide guidance regarding issues related to layoffs.
•

E IT F Issue No. 94-3, Liability Recognition fo r Certain
Employee Termination Benefits and Other Costs to Exit an
Activity (including Certain Costs Incurred in a Restructuring),
addresses the timing o f liability recognition for certain
24

employee termination benefits in addition to the financial
statement disclosures that should be made for those
charges. In June 2002 the Financial Accounting Standards
Board issued FASB Statement No. 146, Accountingfor Costs
Associated with E xit or Disposal Activities, which nullifies
(EITF) Issue No. 94-3. FASB Statement No. 146 addresses
the financial accounting and reporting for costs associated
with exit or disposal activities, including employee termina
tion costs. The provisions o f the Statement are effective for
exit or disposal activities initiated after December 31, 2002,
with early application encouraged, although previously is
sued financial statements should not be restated. For pur
poses o f the Statement, an exit or disposal activity is
initiated when management, having the authority to ap
prove the action, commits to an exit or disposal plan or oth
erwise disposes of a long-lived asset (disposal group) and, if
the activity involves the termination o f employees, the cri
teria for a plan o f termination in paragraph 8 o f FASB
Statement No. 146 are met. The provisions o f Issue 94-3
should continue to apply for an exit activity initiated under
an exit plan that met the criteria of Issue 94-3 prior to the
Statement’s initial application.
•

FASB Statement No. 88, Employers' Accounting for
Settlements and Curtailments o f Defined Benefit Pension Plans
and fo r Termination Benefits, establishes standards for ac
counting for curtailments and termination benefits, among
other issues. Practitioners should refer to paragraphs 6
through 14 for guidance on curtailment and paragraphs 15
through 17 for guidance on termination benefits.

•

FASB Statement No. 106, Employers’Accountingfor Postretire
ment Benefits Other Than Pensions, requires recording as a loss
the effect o f curtailment, for example, termination o f
employees’ services earlier than expected, which may or may
not involve closing a facility or discontinuing a segment o f a
business. Refer to paragraphs 96 through 99 for guidance on
how to account for plan curtailment. The Statement also
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provides guidance on how to measure the effects o f termi
nation benefits in paragraphs 101 and 102.
•

FASB Statement No. 112, Employers' Accounting fo r
Postemployment Benefits, an amendment o f FASB State
ments No. 5, Accounting fo r Contingencies, and 43,
Accounting fo r Compensated Absences, requires that entities
providing postemployment benefits to their former or
inactive employees accrue the cost o f such benefits. Accrual
would occur in accordance with FASB Statement No. 5,
when four conditions are met. Inactive employees include
those who have been laid off, regardless o f whether they are
expected to return to work. Postemployment benefits
that can be attributed to layoffs can include salary
continuation, supplemental unemployment benefits,
severance benefits, job training and counseling, and
continuation o f benefits, such as health care benefits and
life insurance coverage.
FASB Statement No. 112 does not require that the
amount o f postemployment benefits be disclosed. The fi
nancial statement shall disclose if an obligation for
postemployment benefits is not accrued because the
amount cannot be reasonably estimated.

•

FASB Statement No. 132, Employers' Disclosures about
Pensions and Other Postretirement Benefits, addresses disclo
sures only (i.e., not measurement or recognition) and
standardizes the disclosure requirements for pensions
and other postretirement benefits. Among other
disclosures, the Statement requires the disclosure o f the
amount o f any gain or loss recognized due to a settlement
or curtailment. Additionally, the cost o f providing special
or contractual termination benefits recognized during the
period and a description o f the nature o f the event are
required to be disclosed.

•

SAS No. 1, Codification o f A uditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec.
360, “Subsequent Events”), describes matters related to
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subsequent events. Use this guidance as you inquire o f
and discuss with the management matters involving
unusual terminations o f participants, such as terminations
arising from a sale o f a division or layoffs, in addition to
other matters.
•

Significant layoffs can have a serious effect on an entity’s
internal control structure and financial reporting and
accounting systems. Employees who remain at the
company may feel overwhelmed by their workloads, may
have insufficient time to complete their tasks completely
and accurately, and may be performing too many tasks and
functions. With additional workloads and requirements
for the performance o f added tasks, the company might
experience challenges to maintaining an adequate segrega
tion o f duties in addition to other experiences affecting
internal control.

•

The auditor may need to consider the possible effects that
key unfilled positions can have on internal control.
Entities that have experienced strong financial reporting
and accounting controls before layoffs could see those
controls deteriorate due to the lack o f employees and to
redefined employee tasks.

Consider these issues related to employee layoffs when you plan
and perform the audit and you assess control risk. Remember
that gaps in key positions, and other changes related to reorgani
zation or release o f employees, may cause control weaknesses
representing reportable conditions that you should communicate
to management and the audit committee in accordance with SAS
No. 60, Communication o f Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325),
as amended. Also see SAS No. 55, Consideration o f Internal
Control in a Fin an cial Statement A udit (AICPA, Professional
Standards, vol. 1, AU sec. 319), as amended, which can help
provide a framework to help the auditor obtain an understanding
o f internal control.
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Accounting Issues and Developments
IRU Capacity Swaps
The SE C staff has communicated to the SE C Regulations
Committee the following staff position regarding indefeasible
right to use (IRU) capacity swaps.
The SEC staff has concluded that all IRU capacity swaps consist
ing o f the exchange o f leases should be evaluated within
paragraph 21 o f APB Opinion No. 29. That is, if a swap involves
leases that transfer the right to use similar productive assets, the
exchange should be treated as the exchange o f similar productive
assets, irrespective o f whether the “outbound” lease is classified as
a sales-type lease, direct financing lease, or operating lease and ir
respective o f whether the “inbound” lease is classified as a capital
lease or an operating lease. The staff believes that the lease classi
fication criteria o f FASB Statement No. 13, Accountingfo r Leases,
are not an appropriate basis for an entity to “filter” a determina
tion o f whether the exchange involves similar productive assets.
This conclusion is based on the thought that the right to use an
asset— that is, a lease— is in fact an asset and not a service
contract, irrespective o f whether such asset is recognized in a
company’s balance sheet.
This conclusion would require that IRU capacity swaps involving
the exchange o f leases be recognized based on the carrying
value o f the assets exchanged, rather than on fair value. The
staff did point out that exchanges involving sufficient boot would
still be treated as part monetary and part nonmonetary
per E IT F Issue No. 01-2, Issues Related to the Accounting fo r
Nonmonetary Transactions.
The staff expects that registrants will apply this guidance histori
cally to IRU capacity swap transactions that occurred in prior
years and, if appropriate, restate their financial statements. The
chief executive officer and chief financial officer should be
advised to give consideration to this matter before certifying the
financial statements previously filed with the SEC.
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Revenue Recognition
Income Statement Classification
The appropriate classification o f amounts within the income
statement or balance sheet can be as important as the appropriate
measurement or recognition o f such amounts. In the current en
vironment where revenue growth may not be as robust as origi
nally projected, the auditor needs to be particularly concerned
about income statement misclassifications designed to increase
reported revenue (e.g., reporting agency transactions on a gross
basis and showing sales discounts as a marketing expense rather
than a revenue reduction). Several EITF consensus provisions
provide guidance on the proper classification o f certain revenue
and expense items. For example, consider EITF Issues No. 99-17,
Accountingfor Advertising Barter Transactions; No. 99-19, Report
ing Revenue Gross as a Principal versus Net as an Agent; No. 00-10,
Accountingfo r Shipping and Handling Fees and Costs; and No. 0014, Accountingfor Certain Sales Incentives; all o f which were to be
applied no later than in the December 31, 2000, financial state
ments for calendar year-end companies. SEC registrants should
apply the guidance provided in SEC Regulation S-X regarding
classification o f amounts in financial statements.

Round Tripping
Round tripping is another technique used to artificially inflate
revenues and has appeared in several restatement scenarios. It in
volves transactions in which the company sells products and ser
vices to the same entity from which it buys products and services.
Often the transactions happen in close temporal proximity and
completing one transaction is dependent on completing the
other. The fair value of both transactions may be overstated such
that the company can report higher revenue at the “cost” o f in
creased expenses. In addition, the products and services pur
chased back may not be used in the same period the revenue is
recognized, resulting in more than a basic incorrect grossing-up
o f the income statement.
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Vendor Financing
The reduced liquidity o f many customers is resulting in an in
creased use o f vendor financing that goes well beyond normal
trade terms. That requires consideration o f whether the fee is
fixed or determinable and/or collectible. In addition, provisions
o f APB Opinion No. 21, Interest on Receivables and Payables, need
to be considered.

Nonmonetary or Barter Transactions
Abuses in the area o f nonmonetary or barter transactions have
also been a focus o f several recent restatements. The principle is
sues are whether there is a legitimate business purpose for the
transaction and whether there is sufficient objective evidence o f
fair values. Also o f concern is “disguised” barter transactions that
are not analyzed as such due to the presence o f “boot” or separa
tion in time o f transactions that are, in fact, negotiated together.
Abuses are seen most often in situations where there is little hard
inventoriable cost associated with the deliverables.

Recent EITF Issues and AICPA Technical Practice Aids Relevant to
the High-Tech Industry
Auditors o f high-tech companies should pay close attention to
EITF issues and AICPA Technical Practice Aids (or TPAs, other
wise known as Technical Questions and Answers and found in
volume 1 o f AICPA Technical Practice Aids) because in the past
several years the E ITF and the AICPA addressed a number o f
topics relevant to the high-technology industry.
The application o f EITF consensus positions (category c o f the
GAAP hierarchy) effective after March 15, 1992, is mandatory
under SAS No. 69, The Meaning of Present Fairly in Accordance
With Generally Accepted Accounting Principles (AICPA, Profes
sional Standards, vol. 1, AU sec. 411), as amended. Although
FASB Board members do not vote on consensuses at Task Force
meetings, all consensuses are now subject to ratification by the
FASB at an ensuing open public meeting o f the Board. Beginning
with the January 23, 2003 EITF meeting, all EITF consensuses
are now subject to ratification by the FASB at a public Board
30

meeting held prior to the distribution of the final EITF minutes.
A consensus is not considered GAAP until ratified by the FASB.
AICPA Technical Practice Aids bring together for continuing ref
erence selected technical questions and answers (nonauthorita
tive), SOPs (accounting as well as auditing and attestation),
AcSEC Practice Bulletins, a list o f Issues Papers o f the Account
ing Standards Division o f the AICPA, and Practice Alerts o f the
AICPA SEC Practice Section Professional Issues Task Force.

Employee Stock Options
As noted in last year’s Alert, stock options are an important
accounting-related area for your high-tech clients. Knowledge
able workers are the prime assets of high-tech businesses and are
the key to wealth creation. Accounting for their compensation
sometimes raises difficult accounting issues if high-tech compa
nies include stock options in employee compensation packages.
High-tech companies grant stock options to essential employees
to attract, motivate, and retain them, in addition to granting
stock options, awards o f stock, or warrants to consultants,
contractors, vendors, lawyers, finders, lessors, and others. Issuing
equity instruments makes a lot o f sense, partly because o f the
favorable accounting treatment and partly because the use o f
equity conserves cash and generates capital.
The accounting for employee stock options has received renewed
attention in recent months. Several major U .S. companies have
announced their intentions to change their method o f account
ing for employee stock options to an approach that recognizes
an expense for the fair value o f the options granted in arriving
at reported earnings. Recognizing compensation expense relating
to the fair value o f employee stock options granted is the
preferable approach under FASB Statement No. 123,
Accounting fo r Stock-Based Compensation. It also is the treatment
advocated by an increasing number o f investors and other users
o f financial statements.
Due to these developments, as well as the increased scrutiny from
the press, Congress, regulators, and others, the FASB was work
ing on a project that would affect the way companies account for
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employee stock options which has since been completed. In De
cember 2002, the FASB issued Statement No. 148, Accountingfor
Stock-Based Compensation— Transition an d Disclosure, which
amends FASB Statement No. 123 to provide alternative methods
o f transition for an entity that voluntarily changes to the fair
value based method o f accounting for stock-based employee
compensation. It also amends the disclosure provisions to require
prominent disclosures about the effects on reported net income
o f an entity’s accounting policy decisions with respect to stockbased compensation. The FASB also expects to issue an exposure
draft in the first quarter o f 2004 that will address the following
main issues: (1) whether compensation paid in the form o f equity
instruments should be recognized in the financial statements and
(2) how should compensation in the form o f equity instruments
be measured in the financial statements. The ultimate goal is the
establishment o f one method for the recognition and measure
ment o f equity-based compensation transactions that would be
followed by all companies applying U.S. GAAP and international
accounting standards.
Currently, there are two permissible methods o f accounting for
employee stock options: APB Opinion No. 2 5, Accounting fo r
Stock Issued to Employees, which uses the intrinsic value method,
and FASB Statement No. 123, which uses the fair-value method.
Most high tech businesses choose APB Opinion No. 25, which is
easier to apply.
Stock options granted to consultants, contractors, and nonemploy
ees for services rendered or goods purchased must be accounted for
in accordance with FASB Statement No. 123. Accordingly, compa
nies must use the fair value method, not the intrinsic value
method. EITF Issue No. 96-18, Accounting for Equity Instruments
That Are Issued to Other than Employees for Acquiring, or in Con
junction with, Selling Goods and Services, offers guidance in apply
ing FASB Statement No. 123 to these transactions.
Some companies with the high-technology industry have
repriced their stock options. FASB Interpretation No. 44,
Accounting for Certain Transactions Involving Stock Compensation,
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is an interpretation o f APB Opinion No. 25, and provides that “if
the exercise price o f a fixed stock option award is reduced, the
award shall be accounted for as variable from the date o f the
modification to the date the award is exercised, is forfeited, or
expires unexercised.” The EITF also addressed the repricing issue
in E ITF Topic No. D-91, Application o f APB Opinion No. 2 5 ,
Accounting for Stock Issued to Employees, and FASB Interpreta
tion No. 44, Accounting fo r Certain Transactions Involving Stock
Compensation, to an Indirect Repricing o f a Stock Option.
FASB Interpretation No. 44 indicates that any modification or
sequence o f actions by a grantor to directly or indirectly reduce
the exercise price o f an option award causes variable accounting
for the repriced or replacement award for the remainder of the
award’s life. The change from a fixed to a variable plan triggers
the requirement to record income statement charges (or credits)
at each reporting date. So, although the intrinsic value o f the op
tion may be zero at the repricing (or modification) date, from
that date until the final exercise (or expiration or forfeiture), the
company must report an expense or reversal o f that expense even
though the options are not vested. This expense is the difference
between the fair value of the shares at each balance-sheet date and
the exercise price.
The change in accounting triggered by repricing requiring com
pensation to be recorded has no effect on cash flow. However,
it may reduce net income and earnings per share. Management
should be made aware o f the consequences o f making any
modification to their option plans and outstanding options and
the financial statement impact o f giving equity instruments
to nonemployees.

Asset Impairment
High-technology products are susceptible to rapid obsolescence.
Long-lived assets used by enterprises involved in the manufacture
o f such products may require significant retooling to retain their
usefulness. In some cases, these assets may not lend themselves to
modification and could be rendered obsolete. Additionally, the
high-tech industry has experienced a spurt o f merger and
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acquisition activity. The elimination o f duplicate functions,
which typically accompanies a merger or acquisition, may affect
the carrying amount o f certain assets. These are just a few o f the
examples o f the instances in which the carrying amounts o f
recorded assets may not be recoverable and the provisions o f
FASB Statement No. 144 may need to be applied.
FASB Statement No. 144 provides the primary guidance on
accounting for the impairment o f long-lived assets. In general,
the accounting for the impairment o f long-lived assets depends
on whether the asset is to be held and used or held for disposal.

Long-Lived Assets Held and Used
Long-lived assets held and used should be reported at cost, less
accumulated depreciation, and should be evaluated for impair
ment if facts and circumstances indicate that impairment may
have occurred. Conditions or events such as the following may
indicate a need for assessing the recoverability o f the carrying
amount o f assets:
•

A dramatic change in the manner in which an asset is used

•

A reduction in the extent to which an asset is used

•

Forecasts showing lack o f long-term profitability

•

A change in the law or business environment

•

A substantial drop in the market value o f an asset

If events and circumstances indicate that impairment may exist,
the entity is required to estimate the future cash flows expected to
result from the use o f the asset and its eventual disposition. An
asset is deemed to be impaired if its carrying amount exceeds the
sum o f the expected future cash flows (undiscounted and without
interest charges) from the asset. The impairment is measured as
the amount by which the carrying amount exceeds the fair value
o f the asset. After an impairment is recognized, the reduced
carrying amount o f the asset should be accounted for as the
new cost o f the asset and depreciated over the remaining useful
life. Restoration o f previously recognized impairment losses
is prohibited.
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Lack o f an asset-impairment evaluation system may indicate a
material weakness in an entity’s internal controls. Further, a lack
o f documentation generally increases the extent to which you
must apply professional judgment in evaluating the adequacy o f
managements write-downs.

Long-Lived Assets to Be Disposed of by Sale
Long-lived assets to be disposed o f by sale (assets for which manage
ment has committed to a plan o f disposal) should be reported at the
lower of the carrying amount or fair value, less costs to sell. Subse
quent revisions to fair value less costs to sell should be reported as
adjustments to the carrying amount of the asset to be disposed of.
However, the carrying amount may not be adjusted to an amount
greater than the carrying amount of the asset before an adjustment
was made to reflect the decision to dispose of the asset.
Although some long-lived assets might have previously been
subject to APB Opinion No. 30, Reporting the Results o f Opera
tions— Reporting the Effects o f Disposal o f a Segment o f a Business,
and Extraordinary, Unusual and Infrequently Occurring Events and
Transactions, FASB Statement No. 144 amended APB Opinion
No. 30. The provisions o f FASB Statement No. 144 apply to all
long-lived assets. Therefore, gains or losses on disposal o f a dis
continued operation are no longer measured on a net realizable
value basis, and future operating losses are no longer recognized
before they occur.

Assets to Be Disposed of Other Than by Sale
Assets that are to be abandoned, exchanged for a similar produc
tive asset, or distributed to owners in a spin-off are to be consid
ered as held and used until they are disposed of. If the asset is to
be abandoned, the depreciable life is revised in accordance with
APB Opinion No. 20, Accounting Changes. If the asset is to be ex
changed for a similar productive asset or distributed to owners in
a spin-off, an impairment loss is to be recognized at the date o f
exchange or distribution, if the carrying amount o f the asset
exceeds its fair value at that date.
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Research and Development Costs
As noted in last year’s Alert, ongoing innovation is the heart of
competition in the high-tech industry and is required for
survival. Consequently, most high-tech companies devote a sub
stantial portion o f their resources to research and development
(R&D) activity. According to paragraphs 8(a) and 8(b) o f FASB
Statement No. 2, Accounting for Research and Development Costs:
Research is planned search or critical investigation aimed at
discovery of new knowledge with the hope that such knowl
edge will be useful in developing a new product or service.
Development is the translation of research findings or other
knowledge into a plan or design for a new product or
process.. .whether intended for sale or use.
High-tech management may reduce net loss or increase earnings
by capitalizing R & D costs, which are significant for many com
panies in the high-technology industry. However, FASB State
ment No. 2, as interpreted by FASB Interpretation No. 4,
Applicability o f FASB Statement No. 2 to Business Combinations
Accountedfor by the Purchase Method, prohibits capitalization and
requires R & D to be expensed when incurred, except for acquired
R & D with alternative future uses purchased from others. In ad
dition to the requirement to expense internal R & D , FASB State
ment No. 2 requires disclosure in the financial statements
regarding the total amount o f R & D costs charged to expense.
Some high-tech companies acquire their assets through mergers
and acquisitions. One purpose o f these business combinations is
to acquire in-process R & D . You may need to hire a technology
specialist to determine which acquired technology objects have
alternative future uses. For clients with technology with alterna
tive future uses, you should verify that they are properly valued
and capitalized.
The AICPA Practice Aid Assets Acquired in a Business Combina
tion to Be Used in Research an d Development Activities: A Focus
on Software, Electronic Devices, an d Pharm aceutical Industries
(product no. 006609kk) may be helpful in valuing these intangible
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assets. The Practice Aid is available from the AICPA Order D e
partment at (888) 777-7077 or go online at www.cpa2biz.com.

Auditing and Attestation Pronouncements and
Guidance Update
Presented below is a list o f auditing and attestation pronounce
ments and other guidance issued since the publication o f last
year's Alert. For information on auditing and attestation stan
dards issued subsequent to this Alert, please refer to the AICPA
Web site at www.aicpa.org/members/div/auditstd/technic.htm
and to the Public Com pany Accounting Oversight Board
(PCAOB) Web site at www.pcaobus.org (public companies
only). You may also look for announcements o f newly issued
standards in the CPA Letter and Journal o f Accountancy.
To obtain copies o f AICPA standards and guides, contact Member
Satisfaction at (888) 777-7077 or go online at www.cpa2biz.com.
SAS No. 101
SOP 03-2
(Not applicable
to attest
engagements
on public
companies)
SSAE No. 12

Interpretation
No. 16 of SAS No. 58

Amendment to
Interpretation No. 2
of SAS No. 31

Auditing Fair Value Measurements and Disclosures
(AICPA, Professional Standards, vol. 1, AU sec. 328)
Attest Engagements on Greenhouse Gas
Emissions Information

Amendment to Statement on Standardsfor Attestation
Engagements No. 10, Attestation Standards: Revision
and Recodification (AICPA, Professional Standards,
vol. 1, AT sec. 101.17 .18)
“Effect on Auditor’s Report of Omission of Schedule
of Investments by Investment Partnerships That Are
Exempt From Securities and Exchange Commission
Registration Under the Investment Company Act
of 1940”
“The Effect of an Inability to Obtain Evidential
Matter Relating to Income Tax Accruals

(continued)
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Interpretation No. 5
of chapter 1,
“Attest Engagements,
o f SSAE No. 10:
Attestation Standards:
Revision and
Recodification
(AT section 101),
as amended (Not
applicable to attest
engagements on
public companies)
PCAOB Rule 3100T
(Applicable to public
company audits only)

PCAOB Rule 3200T
(Applicable to public
company audits only)

PCAOB Rule 3300T
(Applicable to public
company audits only)

PCAOB Rule 3400T
(Applicable to public
company audits only)

AICPA Toolkit
(Nonauthoritative)
Practice Alert
No. 2003-1
(Nonauthoritative)

Interpretation No. 5. Attest Engagements on
Financial Information Included in XBRL
Instance Documents

All registered public accounting firms are required
to adhere to the PCAOB's auditing and related
professional practice standards in connection
with the preparation or issuance of any audit
report for an issuer and in their auditing and
related attestation practices
In connection with the preparation or issuance of any
audit report, a registered public accounting firm and
its associated persons shall comply with generally
accepted auditing standards as described in SAS
No. 95 as in existence on April 16, 2003
In connection with an engagement (a) described in
the AICPA’s Auditing Standards Board’s (ASB)
Statement on Standards for Attestation Engagements
(SSAE) No. 10, and (b) related to the preparation or
issuance of audit reports for issuers, a registered public
accounting firm and its associated persons shall
comply with the SSAEs and related interpretations
and SOPs as in existence on April 16, 2003
A registered public accounting firm and its associated
persons shall comply with quality control standards
as described in (a) the AICPA’s ASB’s Statements
on Quality Control Standards as in existence on
April 16, 2003, and (b) the AICPA SEC Practice
Section’s Requirements of Membership (d), (f) (first
sentence), (1), (m), (n)(l) and (o) as in existence on
April 16, 2003
Auditor’s Toolkit For Auditing Fair Value
Measurements and Disclosures Under FASB
Statements No. 141, 142 and 144
Audit Confirmations

(continued)
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Practice Alert
No. 2003-2
(Nonauthoritative)
AICPA Practice Aid
(Nonauthoritative)

Journal Entries and Other Adjustments

Applying OCBOA in State and Local
Governmental Financial Statements

For summaries o f the above standards and other guidance, visit
the applicable Web site. To obtain copies o f AICPA standards and
other guidance, contact the Member Satisfaction Center at (888)
777-7077 or go online at www.cpa2biz.com.

Accounting Pronouncements and Guidance Update
Presented below is a list o f accounting pronouncements and
other guidance issued since the publication o f last year’s Alert.
For information on accounting standards issued subsequent to
this Alert, please refer to the AICPA Web site at www.aicpa.org
and the FASB Web site at www.fasb.org. You may also look for
announcements o f newly issued standards in the CPA Letter and
Journal o f Accountancy.
FASB Statement No. 148
FASB Statement No. 149
FASB Statement No. 150

FASB Interpretation No. 46
FASB Technical Bulletin
No. 01-1
SOP 03-1

FASB Questions and Answers

Accountingfor Stock-Based Compensation—
Transition and Disclosure
Amendment ofStatement 133 on Derivative
Instruments and Hedging Activities
Accountingfor Certain Financial
Instruments with Characteristics of both
Liabilities and Equity
Consolidation of Variable Interest Entities
Effective Datefor Certain Financial Institutions
of Certain Provisions ofStatement 140 Related
to the Isolation of Transferred Financial Assets
Accounting and Reporting by Insurance
Enterprisesfor Certain Nontraditional LongDuration Contracts andfor Separate Accounts
FASB Statement No. 140

For summaries o f the above standards and other guidance, visit
the applicable Web site. To obtain copies o f AICPA standards and
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other guidance, contact the Member Satisfaction Center at (888)
777-7077 or go online at www.cpa2biz.com.

On the Horizon
Auditors should keep abreast o f auditing and accounting devel
opments and upcoming guidance that may affect their engage
ments. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture o f all accounting and
auditing projects in progress. Presented below is brief informa
tion about some ongoing projects that are especially relevant to
the high-tech industry. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing
generally accepted accounting principles (GAAP) or generally
accepted auditing standards (GAAS).
The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding expo
sure drafts and where copies may be obtained for downloading.
Standard-Setting Body
AICPA Auditing
Standards Board (ASB)
Public Company
Accounting Oversight
Board (PCAOB) (Note
that for audits of public
companies, the PCAOB
sets auditing standards.)
AICPA Accounting
Standards Executive
Committee (AcSEC)
Financial Accounting
Standards Board (FASB)
Professional Ethics
Executive Committee
(PEEC)

Web Site
www.aicpa.org/members/div/auditstd/drafts.htm
www.pcaobus.org

http:/www.aicpa.org/members/div/acctstd/edo/
index.htm
www.rutgers.edu/Accounting/raw/
fasb/draft/draftpg.html
www.aicpa.org/members/div/ethics/index.htm
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Help Desk—The AICPA’s standard-setting committees pub
lish exposure drafts of proposed professional standards exclu
sively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
put on the notification list for all AICPA exposure drafts, send
your e-mail address to memsat@aicpa.org. Indicate “exposure
draft e-mail list” in the subject header field to help process the
submission more efficiently. Include your full name, mailing
address and, if known, your membership and subscriber num
ber in the message.

New Framework for the Audit Process1
The AICPA Auditing Standards Board (ASB) is reviewing the au
ditor’s consideration o f the risk assessment process in the auditing
standards, including the necessary understanding o f the client’s
business and the relationships among inherent, control, fraud,
and other risks. The ASB issued a series o f exposure drafts in
early 2003. Some participants in the process expect the
final standards to have an effect on the conduct o f audits that has
not been seen since the “Expectation G ap” standards were issued
in 1988.
Some o f the more important changes to the standards that have
been proposed are the following:
•

A requirement for a more robust understanding o f the en
tity’s business and environment that is more clearly linked
to the assessment o f the risk o f material misstatement of
the financial statements. (Among other things, this will
improve the auditor’s assessment o f control and inherent
risks and eliminate the “default” to assess control and
inherent risks at the maximum.)

•

An increased emphasis on the importance o f entity
controls with clearer guidance on what constitutes a
sufficient knowledge o f controls to plan the audit.

1. Note that this discussion of auditing standards does not apply to audits of
public companies.
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•

A clarification o f how the auditor may obtain evidence
about the effectiveness o f controls in obtaining an under
standing o f controls.

•

A clarification o f how the auditor plans and performs au
diting procedures differently for higher and lower assessed
risks o f material misstatement at the assertion level while
retaining a “safety net” o f procedures.

These changes collectively are intended to improve the guidance
on how the auditor operationalizes the audit risk model.
You should keep abreast of the status o f these projects and pro
jected exposure drafts, inasmuch as they will substantially affect
the audit process. More information can be obtained on the
AICPA's Web site at www.aicpa.org.

Resource Central
Presented below are various resources that practitioners engaged
in the high-technology industry may find beneficial.

Publications
The following publications deliver valuable guidance and practical
assistance as potent tools to be used on your engagements
(product numbers appear in parentheses).
•

Audit Guide Consideration o f Internal Control in a
Financial Statement Audit (product no. 012451kk)

•

Audit Guide A uditing Derivative Instruments, Hedging
Activities, an d Investments in Securities (product no.
012520kk)

•

Audit Guide Auditing Revenue in Certain Industries (product
no. 012510kk)

•

Audit Guide Audit Sampling (product no. 012530kk)

•

Audit Guide Analytical Procedures (product no. 012551kk)
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•

Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (product no. 012772kk)

•

Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)

•

Accounting Trends & Techniques— 2003 (009895kk)

•

Practice Aid Preparing and Reporting on Cash- and TaxBasis Financial Statements (product no. 006701 kk)

•

Practice Aid Fraud Detection in a GAAS Audit: SAS No. 99
Implementation Guide (006613kk)

•

General A udit Risk Alert—2 0 0 3 /0 4
022334kk)

(product

no.

Audit and Accounting Manual
The Audit and Accounting M anual (product no. 005133kk) is a
valuable nonauthoritative practice tool designed to provide assis
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs; auditor’s reports, checklists, and engagement let
ters; management representation letters; and confirmation letters.
CD-RO M S
The AICPA is currently offering a C D -R O M product titled
reSO URCE: AICPA’s Accounting and Auditing Literature. This
CD -R O M enables subscription access to the following AICPA
Professional Literature products in a Windows format: Profes
sional Standards, Technical Practice Aids, and Audit and Account
ing Guides (available for purchase as a set that includes all Guides
and the related Audit Risk Alerts, or as individual publications).
This dynamic product allows you to purchase the specific titles
you need and includes hypertext links to references within and
between all products.

AICPA Online and CPA2BIZ
AICPA Online offers CPAs the unique opportunity to stay
abreast o f matters relevant to the CPA profession. AICPA Online
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informs you o f developments in the accounting and auditing
world as well as developments in congressional and political
affairs affecting CPAs. In addition, CPA2BIZ.com offers all the
latest AICPA products, including Audit Risk Alerts, Audit and
Accounting Guides, Professional Standards, Technical Practice
Aids, and CPE courses.

Member Satisfaction Center
To order AICPA products, receive information about AICPA
activities, and find help on your membership questions, call the
AICPA Member Satisfaction Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review
services. Call (888) 777-7077.

Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in
quiries concerning independence and other behavioral issues re
lated to the application o f the AICPA Code o f Professional
Conduct. Call (888) 777-7077.

Continuing Professional Education Courses
The AICPA has developed a number o f continuing professional
education (CPE) courses that are valuable to CPAs working in
public practice and industry. Those courses include:
•

AICPA’s Annual Accounting and Auditing Workshop (prod
uct no. 737082kk (VH S tape/manual) and 187082kk
(video)). Whether you are in industry or public practice,
this course keeps you current and informed, and shows
you how to apply the most recent standards.
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•

Fair Value Accounting fo r Hedge Transactions (product no.
735182kk). This course helps you understand GAAP for
derivatives and hedging activities. Also, you will learn how
to identify effective and ineffective hedges.

•

Fraud and the Financial Statement Audit: Auditor Responsi
bilities Under New SAS (product no. 731810kk (text) and
181810kk (video)). The new fraud standard may not
change your responsibilities for detecting fraud in a finan
cial statement audit, but it will change how you meet that
responsibility. Practitioners will benefit from a risk assess
ment approach to detecting fraud in a financial statement
audit. You will learn the conceptual framework necessary
to understand the characteristics o f fraud.

•

Auditing for Internal Fraud (product no. 730237kk). This
course provides an auditor with the tools to identify fraud
schemes. It trains CPAs to focus their analytical and sub
stantive tests on the fraud triangle when evaluating internal
controls. It also illustrates the latest in fraud prevention
and detection programs implemented by industry leaders.

•

Identifying Fraudulent Financial Transactions (product no.
730243kk). Learn to identify the red flags o f fraud in fi
nancial information and to analyze a variety o f fraud
schemes. You will develop a framework for detecting finan
cial statement fraud and learn about fraud schemes in rev
enue, inventory, liabilities, and assets.

•

Independence (product no. 739150kk). This interactive
CD -RO M course reviews the AICPA authoritative litera
ture covering independence standards (including the
newly issued SEC PS independence requirements), SE C
regulations on independence, and Independence Standards
Board (ISB) standards.

•

SE C Reporting (product no. 736747kk). This course helps
the practicing CPA and corporate financial officer learn to
apply SE C reporting requirements. It clarifies the more
important and difficult disclosure requirements.
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•

E-Commerce: Controls and Audit (product no. 731551kk).
This course is a comprehensive overview o f the world o f
e-commerce. Topics covered include internal control
evaluation and audit procedures necessary for evaluating
business-to-consumer and business-to-business transactions.

For more information about AICPA C PE courses, call the
AICPA (Member Satisfaction) at (888) 777-7077 or visit the
AICPA Web site at www.aicpa.org.

Online CPE
AICPA InfoBytes, offered exclusively through CPA2Biz.com, is
AICPA’s flagship online learning product. Selected as one o f Ac
counting Today's top 100 products for 2003, AICPA InfoBytes
now offers a free trial subscription to the entire product for up to
30 days. AICPA members pay $149 ($369 nonmembers) for a
new subscription and $119 ($319 nonmembers) for the annual
renewal. Divided into one- and two-credit courses that are avail
able 24/7, AICPA InfoBytes offers hundreds o f hours o f learning
in a wide variety o f topics. To register or learn more, visit
www.cpa2biz.com/infobytes.

Other Guidance
Auditors should also be aware o f the economic, regulatory, and
professional developments that may affect the audits they
perform, as described in the AICPA general A udit Risk
Alert— 2 0 0 3 /0 4 (product no. 022334kk) This Alert may be
obtained by calling the AICPA Order Department (Member
Satisfaction) at (888) 777-7077, by subscribing to AICPA
reSOURCE, or by faxing a request to (800) 362-5066. Obtain
ing product information and placing online orders can be done
at www.CPA2biz.com.
Copies o f FASB publications referred to in this document may
be obtained directly from the FASB by calling the FASB Order
Department at (800) 748-0659.

46

This Audit Risk Alert replaces High-Technology Industry
Developments— 2002/03. High-Technology Industry Developments
is published annually. As you encounter audit or industry issues
that you believe warrant discussion in next year’s Alert, please feel
free to share them with us. Any other comments that you have
about the Alert would also be appreciated. You may e-mail these
comments to lwest@aicpa.org or write to:
Lori A. West
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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Information Sources
Organization
American
Institute of
Certified Public
Accountants
Financial
Accounting
Standards
Board
The Electronic
Accountant
AuditNet
CPAnet
Accountants
Home Page
Double Entries

U.S. Tax Code
Online
Federal Reserve
Bank of New York
Cybersolve

FedWorld. Gov

Internet Addresses

Content
Summaries of recent
auditing and other
professional standards as
well as other AICPA activities
Summaries of recent
accounting pronouncements
and other FASB activities

www.aicpa.org

World Wide Web magazine
that features up-to-the-minute
news for accountants
Electronic communications
among audit professionals
Links to other Web sites of
interest to CPAs
Resources for accountants
and financial and business
professionals
A weekly newsletter on
accounting and auditing
around the world
A complete text of the
U.S. Tax Code
Key interest rates

www.electronic
accountant.com

Online financial
calculators, such as ratio
and breakeven analysis
U.S. Department of
Commerce-sponsored
site providing access to
government publications

www.fasb.org

www.cowan.edu.au
/mra/home.htm
www.cpalinks.com/
www.computer
cpa.com/
www.csu.edu.au/
lists.anet/ADBLE-L
/index.html
www.fourmilab.ch/
ustax/ ustax.html
www.ny.frb.org/
pihome/statistics
/dlyrates
www.cybersolve.com
/toolsl.html
www.fedworld.com

(continued)
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Hoovers Online

Ask Jeeves

Vision Project
Internet Bulletin
for CPAs
Governmental
Accounting
Standards Board

Online information on
various companies and
industries
Search engine that uses a
user-friendly question format.
Provides simultaneous search
results from other search
engines as well (e.g., Excite,
Yahoo, AltaVista)
Information on the
professions vision project
CPA tool for Internet sites,
discussion groups, and other
resources for CPAs
Summaries of recent
accounting pronouncements
and other GASB activities
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www.hoovers.com

www.askjeeves.com

www.cpavision.org
/horizon
www.kentis.com/
ib.html
www.gasb.org

022404

